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SUBJECT: Inheritance Tax Class A Transferees.

FIRST AUTHOR: Sen. Zakas BILL STATUS: AsIntroduced
FIRST SPONSOR:

FUNDSAFFECTED: X GENERAL IMPACT: State & Local
X DEDICATED

FEDERAL

Summary of Legiglation: The bill provides that a spouse, widow, or widower of a child of the transferor
isaClass A transferee for purposes of the Inheritance Tax rather than a Class B transferee.

Effective Date: July 1, 2003.

Summary of Net State Impact: Under the bill, the state will experience a reduction in Inheritance Tax
revenue beginning in FY 2005. Any increase in Estate Tax revenue in FY 2005 and FY 2006 due to the
Inheritance Tax reduction is expected to be negligible. In addition, the bill is expected to result in a small
increasein state General Fund expenditures on county Inheritance Tax replacement. The net state impact of
the bill is summarized in the table below.

Inheritance Tax Estate Tax State Expendituresfor Net Increase
Fiscal Year Revenues Revenues County Replacement (Decrease)
2005 ($1.0M) $50,000 ($7,000 - $89,000) ($957,000 - $1.0 M)
2006 (1.0 M) 8,000 (7,000 - 89,000) (1.0- 1.1 M)
2007 and after (1.0Mm) 0.0 (7,000 - 89,000) (1.0-11 M)

Explanation of StateExpenditures: Thebill could potentially increaseexpendituresfromthestate General
Fund for county Inheritance Tax replacement by $7,000 to $89,000 annually beginning in FY 2005.
Necessary replacement funding could vary within this range depending upon whether, and by how much,
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each county’ sbase revenue exceeds the amount guaranteed under current statute.. (See Explanation of Local
Revenues, below, for explanation of county revenue loss and replacement procedure.)

Explanation of State Revenues. The bill is estimated to reduce Inheritance Tax revenue by $1.0 M
annually beginning in FY 2005. Thereduction in Inheritance Tax liahilitiesis estimated to increase Indiana
Estate Tax revenue by only about $50,000 in FY 2005 and $8,000 in FY 2006. Estate Tax revenue is
expected to decline to zero beginning in FY 2007 due to the phaseout of the state death tax credit under the
federal Estate Tax. Thus, the estimated net revenue loss is about $1.0 M annually beginning in FY 2005.

Background on Inheritance Tax: The bill would increase the Inheritance Tax exemption for transfersto a
spouse, widow, or widower of achild of atransferor from $500 to $100,000. (Theseindividualsare currently
Class B transferees, entitled to a $500 exemption. The bill would changetheir statusto Class A transferees,
entitled to a$100,000 exemption.) The change would be with respect to transfers made by personswho die
on or after July 1, 2003. Since the Inheritance Tax does not have to be paid until a maximum of 12 months
after the decedent’ s death (within 9 months of the date of death to receive the 5% early payment discount),
thefull impact of thebill likely would not be experienced until FY 2005.T he estimated impact of thischange
is based on the Office of Fiscal and Management Analysis (OFMA) Inheritance Tax database and the
Revenue Technical Committee’'s FY 2005 forecast (December 18, 2002) for the Inheritance Tax totaling
$120 M. The revenue forecast total is a combined amount including both Inheritance Tax and Estate Tax
revenue. Approximately $118.0 M of the FY 2005 forecast amount is estimated to be attributable to the
Inheritance Tax. The Inheritance Tax database is comprised of 112,951 records for transferees receiving
property from adecedent who died between July 1, 1997, and June 30, 2000. Of the total tax liability for the
sample, approximately 0.99% is attributable to the group identified as being a spouse, widow, or widower
of achild of atransferor. Thisamountsto about $1.16 M based on forecasted Inheritance Tax revenue. The
increase in the exemption for this sample group reduced its tax liability by about 88%. Thus, the annual
reduction in revenueisestimated to total about $1.0 M assuming no changein Inheritance Tax yield through
FY 2007.

Background on Estate Tax: Although thebill does not make changesto the Indiana Estate Tax, thereduction
inInheritance Tax liabilitiesfor Class A transfereeswould affect Estate Tax revenues. However, thisimpact
is expected to be negligible. Indiana Estate Tax is owed on the assets of an estate if (1) federal Estate Tax
isowed on the estate and (2) the Indiana portion of the state death tax credit for federal Estate Tax purposes
exceedsthetotal Inheritance Tax paid by transfereesof the estate. Consequently, for someestatesareduction
in the Inheritance Tax liability paid by transferees of the estate results in a compensating increase in the
Indiana Estate Tax liability. The estimated impact of the bill on Estate Tax revenuesis based on OFMA’s
Estate Tax database and the Revenue Technical Committee’s FY 2005 forecast (December 18, 2002). We
estimate that no more than $2.0 M of the FY 2005 forecast is attributable to the Estate Tax. The Estate Tax
database consists of 559 estates of decedents who died between July 1, 1997, and June 30, 2000, and that
paid Indiana Estate Tax. The Inheritance Tax changes provided for in the bill increased the Estate Tax
liability of the sample by only 2.42% in FY 2005 and by only 1.55% in FY 2006. It is estimated that Estate
Tax revenue would otherwise total about $2.0 M in FY 2005 and $530,000 in FY 2006. This accounts for
the phaseout of the Estate Tax in concert with the phaseout of the state death tax credit under the federal
Estate Tax. Asaresult, the Inheritance Tax changes are estimated to increase Estate Tax revenue by roughly
$50,000 in FY 2005 and $8,000 in FY 2006.

Explanation of L ocal Expenditures. The bill would increase the Inheritance Tax exemption for transfers
to a spouse, widow, or widower of a child from $500 to $100,000 by making these individuals Class A
transferees. Therevenueimpact of thischange coupled with county Inheritance Tax replacement could result
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in an annual net revenue loss to counties of as much as $82,000 beginning in FY 2005. This net impact is
summarized in the table below.

Annual Impact Beginningin
FY 2005
Inheritance Tax Revenues (Local Share) (%$89,000)
State Expenditures for County Replacement 7,000 - 89,000
Net Increase (Decrease) (0.0 - 82,000)

Currently, countiesretain 8% of the Inheritance Tax collected on transfers made by Indianaresidents. About
99.3% of Inheritance Tax revenue is derived from the resident Inheritance Tax. Based on the FY 2005
forecast for state Inheritance Tax revenue totaling $118.0 M, annua county Inheritance Tax revenue is
estimated to total about $10.2 M beginning in FY 2005. We estimate that about 0.99% of this revenueis
attributable to the group identified as being a spouse, widow, or widower of a child of atransferor. This
amounts to about $101,000. The increase in the exemption for this group is estimated to reduce its tax
liability by about 88%. Thus, the annual reduction in revenueto countiesis estimated to total about $89,000
assuming no changein Inheritance Tax yield through FY 2007. It isimportant to note that areductionin the
amount of Inheritance Tax retained by counties due to the bill may be reimbursed by the state under the
replacement provision established by P.L. 254-1997. The replacement provision was established when the
Class A exemption wasincreased on July 1, 1997. The replacement provision guaranteesthat in each fiscal
year each county receives an amount under the Inheritance Tax that is equal to the five-year annual average
amount of Inheritance Tax revenueretained by that county from FY 1991 to FY 1997, excluding the highest
and lowest year. The maximum amount of county replacement for any year is approximately $7.5 M.
Currently, most counties are retaining more revenue than is guaranteed under this replacement procedure.
OnaveragefromFY 2000to FY 2002, countiesexceeded their guarantee amounts by about $3.8 M annually,
with annual shortages subject to replacement totaling about $243,000. With base revenue to the counties
totaling $10.4 M, the revenue loss covered by replacement funds would total about $7,000. Thus, about
$82,000 in base revenue exceeding the guarantee amount would not be replaced. To the extent that base
revenueislessthan the estimate, replacement funding would increase and the net loss due to the bill would
decline. Thus, county replacement would total $89,000 only if base revenue in each county is equal to the
guarantee amount.

A copy of aspreadsheet showingtheamount of Inheritance Tax replacement guaranteed to each county under
P.L. 254-1997 is available from the Office of Fiscal and Management Analysis.

State Agencies Affected: Department of State Revenue.

L ocal Agencies Affected: Counties.

I nfor mation Sour ces:. State Revenue Forecast, December 18, 2002. OFMA Inheritance Tax and Estate Tax
databases.

Fiscal Analyst: Jim Landers, 317-232-9869
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